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AICPA
February 11, 1998
Accompanying this letter is an exposure draft of a proposed Statement of Position (SOP), Deferral of the
Effective Date of Certain Provisions of SOP 97-2, Software Revenue Recognition, for Certain Transactions.
A summary of the significant provisions of the proposed SOP is included in the forepart of that document.
The purpose of the exposure draft is to solicit comments from preparers, auditors, and users of financial
statements and other interested parties regarding whether the effective date of a portion of the provisions of
SOP 97-2 for certain transactions should be deferred for one year. If a final SOP is issued, AcSEC will reconsider the accounting for the deferred provisions for only certain transactions. The results of that reconsideration are not determinable at this time. The exposure draft should not be construed as a conclusion on
AcSEC's part that the provisions of paragraph 10 of SOP 97-2 will be amended. AcSEC intends to complete
its deliberations on and potentially issue a follow-up SOP before the end of 1998.
We specifically call respondents' attention to the limited scope of the deferral as discussed in paragraph 4
and in the Basis for Conclusions (paragraphs 18-20). Respondents who believe that the scope of the deferral
should be narrower or broader are requested to provide their reasoning for their conclusions.
Respondents should refer to specific paragraph numbers and include reasons for any suggestions or comments.
Comment letters on the exposure draft must be received by February 27, 1998. Comment letters received
after that date may not be included in the summary of comments received. Because SOP 97-2 is already
effective and because this SOP is narrowly focused on the deferral of only a portion of SOP 97-2 for certain
transactions, an exposure period of fifteen days is believed to be appropriate.
Responses should be addressed to Frederick Gill, Senior Technical Manager, Accounting Standards, File
2354.WG, American Institute of Certified Public Accountants, 1211 Avenue of the Americas, New York, NY
10036-8775. Responses may also be sent by electronic mail over the Internet to fgill@aicpa.org, or by fax to
212-596-6064.
Written comments on the exposure draft will become part of the public record of the AICPA and will be available for public inspection at the AICPA library after March 27, 1998 for one year.
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SUMMARY

This proposed Statement of Position (SOP) defers for one year the application of paragraph 10
of SOP 97-2, Software Revenue Recognition, with respect to what constitutes vendor-specific
objective evidence of the fair value of the delivered software element in certain multiple-element
arrangements that include service elements and that are entered into by entities that never sell
the software element separately. All other provisions of SOP 97-2 remain in effect even for the
kinds of transactions described in this SOP.

FOREWORD

The accounting guidance contained in this document has been cleared by the Financial
Accounting Standards Board (FASB). The procedure for clearing accounting guidance in documents issued by the Accounting Standards Executive Committee (AcSEC) involves the FASB
reviewing and discussing in public board meetings (1) a prospectus for a project to develop a document, (2) a proposed exposure draft that has been approved by at least ten of AcSEC's fifteen
members, and (3) a proposed final document that has been approved by at least ten of AcSEC's
fifteen members. The document is cleared if at least five of the seven FASB members do not object
to AcSEC undertaking the project, issuing the proposed exposure draft, or after considering the
input received by AcSEC as a result of the issuance of the exposure draft, issuing a final document.
The criteria applied by the FASB in their review of proposed projects and proposed documents
include the following.
1.

The proposal does not conflict with current or proposed accounting requirements, unless it is a
limited circumstance, usually in specialized industry accounting, and the proposal adequately
justifies the departure.

2.

The proposal will result in an improvement in practice.

3.

The AICPA demonstrates the need for the proposal.

4.

The benefits of the proposal are expected to exceed the costs of applying it.

In many situations, prior to clearance, the FASB will propose suggestions, many of which are included in the documents.

PROPOSED STATEMENT OF POSITION
DEFERRAL OF THE EFFECTIVE DATE OF CERTAIN PROVISIONS OF SOP 97-2,
SOFTWARE REVENUE RECOGNITION, FOR CERTAIN TRANSACTIONS

INTRODUCTION AND BACKGROUND
1. On October 27, 1997, the AICPA Accounting Standards Executive Committee (AcSEC)
issued Statement of Position (SOP) 97-2, Software Revenue Recognition.
2. Paragraph 10 of SOP 97-2 states that if an arrangement includes multiple elements, the fee
should be allocated to the various elements based on vendor-specific objective evidence of fair
value. Vendor-specific objective evidence of fair value is limited to the following:
•

The price charged when the same element is sold separately

•

For an element not yet being sold separately, the price established by management having
the relevant authority; it must be probable that the price, once established, will not change
before the separate introduction of the element into the marketplace

3. This SOP defers for one year the application of paragraph 10 with respect to what constitutes
vendor-specific objective evidence of the fair value of the software element in certain multipleelement arrangements that include service element(s) as described in paragraph 4 of this SOP.
SCOPE
4. This SOP applies only to multiple-element arrangements in which (a) a software element is
sold only in combination with postcontract customer support (PCS) or other service element(s) that
qualify for separate accounting pursuant to SOP 97-2, or both, and (b) there is vendor-specific
objective evidence of the fair values of each of the service elements determined pursuant to
paragraphs 10, 57, and 65 of SOP 97-2. The evidence of the fair value(s) of each of the service
element(s) must be based on sales of the same service to the class of customer that is purchasing the multiple-element arrangement that includes the software element.
CONCLUSIONS
5. For multiple-element arrangements described in paragraph 4 of this SOP, the provisions of
paragraph 10 of SOP 97-2 with respect to what constitutes vendor-specific objective evidence of
fair value of the software element need not be applied to transactions entered into before fiscal
years beginning after December 15, 1998. Instead, for those multiple-element arrangements,
determination of the portion of the sales price allocable to the software element for purposes of
applying the other provisions of SOP 97-2 may be based on a reasonable method. One reasonable method is to calculate the amount allocable to the software element as the difference
between (a) the combined sales price of the software and the service element(s) and (b) the
combined fair values of each of the service elements as indicated by vendor-specific objective
evidence. This arithmetical calculation is referred to as a differential measurement. For example,
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a vendor sells software in a multiple-element arrangement that always includes one year of PCS
for $900 and the annual renewal price for PCS is $150.1 One might conclude that $750 determined pursuant to differential measurement represents a reasonable amount to allocate to the
software element, and, if all of the criteria for revenue recognition outlined in paragraph 8 of SOP
97-2 are met, to recognize as revenue.
6. All provisions of SOP 97-2 for software transactions outside the scope of this SOP and all
other provisions of SOP 97-2 for transactions within the scope of this SOP should be applied as
stated in SOP 97-2. However, if differential measurement is used to calculate the amount allocable to the software element of a multiple-element arrangement as described in paragraph 5 of this
SOP, paragraph 11 of SOP 97-2 would not be relevant for that multiple-element arrangement.
EFFECTIVE DATE AND TRANSITION
7. This SOP is effective upon issuance. If an enterprise had applied SOP 97-2 in an earlier
period for financial statements or information already issued prior to the promulgation of this SOP,
amounts reported in those financial statements or as part of that information may be restated to
reflect the deferral of the effective date of paragraph 10 of SOP 97-2 for transactions within the
scope of this SOP.
BASIS FOR CONCLUSIONS
8. This section discusses considerations that were deemed significant by members of AcSEC
in reaching the conclusions in this SOP.
9. Paragraph 10 of SOP 97-2 establishes two conditions that constitute vendor-specific objective evidence of fair value. If vendor-specific objective evidence of fair value of the individual elements in a multiple-element arrangement exists, paragraph 10 of SOP 97-2 would be applied as
illustrated in the following example. Assume that the fair value of the software element based
on vendor-specific objective evidence is $850 and that the fair value of the PCS element based
on vendor-specific objective evidence is $150. The combined fair values are $1,000. Assume
further that the multiple-element arrangement including the software and PCS elements is sold
for $900. Paragraph 11 of SOP 97-2 requires that the resulting $100 discount be allocated proportionately to the software element ($85) and the PCS element ($15), producing allocated fair
values of $765 for the software element and $135 for the PCS element. Thus, the $765 would
be recognized as revenue at the time the criteria in paragraph 8 of SOP 97-2 are met, and the
$135 would be recognized as revenue over the PCS period in accordance with paragraphs 12
and 58 of SOP 97-2.
10. Neither of the conditions established in paragraph 10 of SOP 97-2 allows for the determination of the fair value of the software element of a multiple-element arrangement in which the software is always sold in conjunction with service element(s), and thus there is no vendor-specific
objective evidence of the fair value of the software element in such arrangements.

1

Paragraph 57 of SOP 97-2 states, "The fair value of the PCS should be determined by reference to the price the
customer will be required to pay when it is sold separately (that is, the renewal rate)."
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11. A consequence of not having separate sales of the software element(s) under SOP 97-2 is
that the revenue attributable to both the software and the service elements would be recognized
over the period during which the obligation for the service element(s) is discharged, as described
in paragraphs 12 and 56 through 71 of SOP 97-2.
12. In developing the "unbundling" guidance in SOP 97-2, AcSEC deliberated the need for verifiable fair values of each of the elements that were not initially delivered (primarily services) and
for which an allocation of revenue from the multiple-element arrangement would be deferred.
AcSEC concluded that vendor-specific objective evidence of fair value of each of the elements
in a multiple-element arrangement is required as discussed in SOP 97-2. A consequence of this
requirement is that it does not permit allocation of the sales price of a package of elements to
the individual elements using differential measurement, in which the fair values of elements for
which there is vendor-specific objective evidence are subtracted from the price of the package of
elements to calculate an amount for an element for which there is no vendor-specific objective
evidence of fair value.
13. A concern about using differential measurement is that any difference between the fair values of the individual elements when sold separately and the sales price of the elements when
sold as a package (that is, a discount) could be allocated disproportionately to undelivered elements, possibly resulting in a significant overstatement of revenue reported in the period in
which the software is delivered. For example, consider the facts presented in paragraph 9 of this
SOP with the modification that the fair value of the PCS element is unknown and therefore the
sum of the fair values of the elements is also unknown. If the fair value of the software element
based on available vendor-specific objective evidence is $850 and the price for the multiple-element transaction is $900, utilizing differential measurement, $850 of revenue allocated to the
software element would be recognized at the time that the revenue recognition criteria outlined
in paragraph 8 of SOP 97-2 are met. This would be an $85 overstatement of revenue relating to
the software element when compared with the revenue that would have been recognized for the
software element had the fair values of all elements of the transaction been known (because $85
of discount would have been allocated to the software element).
14. In arriving at its conclusions for SOP 97-2, AcSEC did not deliberate situations in which software would always be sold with PCS or other service elements. In such situations, there could be
vendor-specific objective evidence of the fair value of the services when sold separately (for example, by reference to renewal PCS or to the price for user training that is sold separately). Application
of the conclusions in paragraph 10 of SOP 97-2, however, would result in a determination that there
was no vendor-specific objective evidence of the fair value of the software element. The provisions
in paragraph 12 of SOP 97-2 would result in the deferral of all revenue from such arrangements.
15. Some believe that there is no need to defer revenue allocable to the software element(s) in
such situations, because the use of differential measurement results in allocation entirely to the
software element of any discount that might have been identified if the fair value of each element
had been known.2 Thus, there would be no potential for overstatement of revenue relating to the
delivered software as a consequence of differential measurement, and the potential for understatement of revenue would be limited to that portion of the discount otherwise allocable to the ser-

2

If differential measurement is used, paragraph 11 of SOP 97-2 is not relevant.
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vice element(s). Indeed, several constituents have argued that recognizing no revenue from the
delivered software element in such circumstances would inappropriately understate reported revenue related to software and income in the period of initial delivery. They point out that Financial
Accounting Standards Board Statement of Financial Accounting Concepts No. 2, Qualitative
Characteristics of Accounting Information, states the following in paragraphs 95 and 96.
Conservatism no longer requires deferring recognition of income beyond the time that adequate
evidence of its existence becomes available . . . .
The Board emphasizes that any attempt to understate results consistently is likely to raise questions about the reliability and the integrity of information about those results and will probably be
self-defeating in the long run. That kind of reporting, however well-intentioned, is not consistent
with the desirable characteristics described in this Statement
Bias in estimating components
of earnings, whether overly conservative or unconservative, usually influences the timing of
earnings or losses rather than their aggregate amount. As a result, unjustified excesses in either
direction may mislead one group of investors to the possible benefit or detriment of others.
For example, consider the facts presented in paragraph 9 of this SOP with the modification that
the fair value of the software element is unknown. If vendor-specific objective evidence is available for the PCS element of $150 and the price for the multiple-element transaction is known to
be $900, utilizing differential measurement, $750 of revenue would be recognized for the software
element at the time that the revenue recognition criteria outlined in paragraph 8 of SOP 97-2 are
met. If the fair values of all the elements had been known, recognized revenue for the software
element would have been $15 higher (this amount represents the discount attributable to the
PCS element of the multiple-element transaction).
16. AcSEC has been informed that requiring deferral of all revenue from transactions to which
this SOP applies also may result in a significant change in practice. This change in practice was
not contemplated in AcSEC's deliberations that led to the issuance of SOP 97-2.
17. It is AcSEC's intention to immediately begin a project to reconsider the application of paragraph 10 of SOP 97-2 for the narrow set of transactions discussed in the scope section of this
SOP. Deferral of the effective date of paragraph 10 of SOP 97-2 for those certain transactions
described in this SOP will allow AcSEC sufficient time to reconsider its conclusions with respect
to the transactions described. Positions of AcSEC are determined through committee procedures, due process, and deliberation. Accordingly, this deferral should not be construed as a
conclusion that AcSEC will amend SOP 97-2. AcSEC intends to complete its deliberations on
and potentially issue a follow-up SOP before the end of 1998.
Scope
18. AcSEC believes that the scope of this SOP should be limited to the multiple-element
arrangements described in paragraph 4 of this SOP. AcSEC debated how broad the deferral provided by this SOP should be, including whether it should include arrangements wherein the
undelivered element(s) is always sold with the software element, but the software element is
sometimes sold separately. AcSEC concluded that the broader issue of requiring vendor-specific objective evidence of fair value for other transactions to which paragraph 10 of SOP 97-2
applies was considered adequately in the deliberations of SOP 97-2 and that AcSEC should not
reopen the issue of what vendor-specific objective evidence is required for determining fair value
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of undelivered elements of a multiple-element arrangement. For that reason, AcSEC agreed to
the narrow scope as described in this SOP.
19. AcSEC also considered limiting the service element(s) included in the arrangements to which
this SOP applies to PCS for a period of no more than one year. AcSEC concluded, however, that it
is not aware, at this time, of any basis for excluding other service elements that qualify for separate
accounting pursuant to SOP 97-2 or for PCS for periods greater than one year in the circumstances where the software element is always sold with such service(s). AcSEC concluded that
this issue should be addressed in its consideration of a follow-up SOP that may modify SOP 97-2
for certain transactions.
20. Nothing in this SOP should be construed to modify or delay the implementation of any other
aspect of SOP 97-2 even for those transactions within the scope of this SOP.
Effective Date
21. SOP 97-2 was issued on October 27, 1997, and is effective for transactions in fiscal years
beginning after December 15, 1997. This SOP is being issued before the end of the earliest
three-month period for which SOP 97-2 must be applied. Consequently, it is appropriate for this
SOP to be effective upon issuance.
Transition
22. Paragraph 92 of SOP 97-2 prohibits retroactive application but encourages early adoption as
of the beginning of a fiscal year or interim period for which financial statements or interim information have not been issued. AcSEC believes that permitting entities that may have adopted the
SOP early to restate previously issued financial statements or information to reflect simultaneous
adoption of SOP 97-2 and this SOP will improve comparability among reporting entities. AcSEC
believes that very few, if any, entities will be affected by the retroactive restatement provisions of
this SOP.
Due Process
23. This exposure draft was issued for public comment for a period of fifteen days. In light of the
effective date of SOP 97-2 and because this SOP is narrowly focused on the deferral of only a
portion of SOP 97-2 for certain transactions, an exposure period of fifteen days was deemed to
be appropriate.
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